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Executive Officers of the Registrant
(as of March 25, 1998)

Name Age

Became AT&T
Executive
Officer On

C. Michael Armstrong* . 59

R.C.M. Baker 51

Harry S. Bennett 53

Harold W. Burlingame 57

Dan R. Hesse. 44

Frank Ianna 48

Jim G. Kilpatric***. 59

Marilyn Laurie***. 58

Richard J. Martin 51

Gail J. McGovern 45

David C. Nagel 53

John C. Petrillo 48

Richard Roscitt 46

Daniel E. Somers 50

John D. Zeglis**. 50

Chairman of the Board and Chief
Executive Officer .

Executive Vice President,
International .

Executive Vice President, Local
Services Division .

Executive Vice President, Human
Resources .

Executive Vice President & President,
AT&T Wireless Services

Executive Vice President, Network &
Computing Services

Executive Vice President, Law &
Government Affairs .

Executive Vice President, Brand
Strategy & Marketing Communications

Executive Vice President, Public
Relations .

Executive Vice President, Consumer
Markets Division

President, AT&T Labs & Chief Technology
Officer

Executive Vice President, Corporate
Strategy & Business Development .

Executive Vice President & President,
AT&T Solutions

Senior Executive Vice.President and
Chief Financlal Officer

President

10-97

9-97

3-97

9-86

3-97

3-97

11-97

2-87

11-97

1-96

3-97

1-96

9-97

5-97
9-86

*Chairman of the Board of Directors and Chairman of the Executive
and Proxy Committees.

**Member of the Board of Directors.
***Mr. Kilpatric and Ms. Laurie will retire from the Company in April 1998.

All of the above executive officers have held high level managerial
positions with AT&T or its affiliates for more than the past five years,
except Messrs. Armstrong, Nagel and Somers. Prior to joining AT&T in October
1997, Mr. Armstrong was Chairman and Chief Executive Officer of Hughes
Electronics from 1991 and prior to that time, Mr. Armstrong held various other
positions with IBM, including Senior Vice President and Chairman of the board
of IBM World Trade Corporation. Prior to joining AT&T in April 1996, Mr. Nagel
was with Apple Computer, a computer company, serving as Senior Vice President
from 1995 and General Manager from 1988 through 1995. Prior to joining AT&T
in May 1997, Mr. Somers was Chairman and Chief Executive Officer for Bell
Cablemedia, plc, of London for two years and from 1992 to 1995, Mr. Somers was
Executive Vice President and Chief Financial Officer for Bell Canada
International.
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PART II

Items 5. through 8.

The information required by these items is included in pages 25
through 56 of the Company's annual report to shareholders for the
year ended December 31, 1997. Such information is incorporated
herein by reference, pursuant to General Instruction G(2). The
referenced information from the Company's annual report to share
holders has been filed as Exhibit 13 to this document.

Item 9. Changes in and Disagreements with Accountants on Accounting
and Financial Disclosure.

There have been no changes in independent accountants and no
disagreements with independent accountants on any matter of
accounting principles or practices, financial statement disclosure,
or auditing scope or procedure during the last two years.

PART III

Items 10. through 13.

Information regarding executive officers required by Item 401 of
Regulation S-K is furnished in a separate disclosure in Part I of
this report because the Company did not furnish such information in
its definitive proxy statement prepared in accordance with Schedule
14A.

The other information required by Items 10 through 13 is
included in the Company's definitive proxy statement dated March 26,
1998, the third and fourth paragraphs on page 6, the carryover
paragraph on page 7, the first, second and third full paragraphs on
page 7, the second full paragraph on page 8 through the final
footnote on page 13 and the last paragraph on page 23 through page
48. Such information is incorporated herein by reference, pursuant
to General Instruction G (3) .

------------------

•
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PART IV

Exhibits, Financial Statement Schedule, and Repo~ts on Form 8-K.

(a) Documents filed as a part of the report:

(1) Financial Statements:

Report of Management .
Report of Independent Accountants .

Statements:
Consolidated Statements of Income .
Consolidated Balance Sheets .
Consolidated Statements of Changes in

Shareowners' Equity .
Consolidated Statements of Cash Flows .
Notes to Consolidated Financial Statements .

(2) Financial Statement Schedule:

Report of Independent Accountants

Schedule:

Pages

*
*

*
*

*
*
*

18

: 3) =.

II -- Valuation and Qualifying Accounts.............. 19

Separate financial statements of subsidiaries not consolidated
and 50 percent or less owned persons are omitted since no such
entity constitutes a "significant subsidiary" pursuant to the
provisions of Regulation S-X, Article 3-9.

(3) Exhibits:

Exhibits identified in parentheses below, on file with the
Securities and Exchange Commission ("SEC"), are incorporated
herein by reference as exhibits hereto.

Exhibit
Number:

Restated Certificate of Incorporation of the registrant
filed January 10, 1989, Certificate of Correction of the
registrant filed June 8, 1989, Certificate of Change of the
registrant filed March 18, 1992, Certificate of Amendment of
the registrant filed June 1, 1992, and Certificate of
Amendment of the registrant filed April 20, 1994. (Exhibit
4 to Registration Statement No. 333-00573).

-Incorporated herein by reference to the appropriate portions of the Company's
annual report to shareholders for the year ended December 31, 1997. (See
?ar':: :: I. )



(3)b

( 4 )

(10)(i)1

(10) (i)2

(10) (i) 3

(10) (i)4

(10) (i) 5

(10) (ii) (B) 1

(10) (ii) (B)2

(10) (iii) (A) 1

(10) (iii) (A) 2

(10) (iii) (A) 3

(10) (iii) (A) 4

(10) (iii) (A)S
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By-Laws of the ~egistrant, as amended January 15, 1997
(Exhibit (3)b to Form 10-K for 1996, File No. 1-1105).

No instrument which defines the rights of holders of
long term debt, of the registrant and all of its
consolidated subsidiaries, is filed herewith pursuant to
Regulation S-K, Item 601(b) (4) (iii) (A). Pursuant to this
regulation, the registrant hereby agrees to furnish a copy
of any such instrument to the SEC upon request.

Form of Separation and Distribution Agreement by and
among AT&T Corp., Lucent Technologies Inc. and NCR
Corporation, dated as of February 1, 1996 and amended and
restated as of March 29, 1996 (Exhibit (10) (i)l to Form 10-K
for 1996, File No. 1-1105).

Form of Distribution Agreement, dated as of November 20,
1996, by and between AT&T Corp. and NCR Corporation (Exhibit
(10) (i) 2 to Form 10-K for 1996, File No. 1-1105).

Tax Sharing Agreement by and among AT&T Corp., Lucent
Technologies Inc. and NCR Corporation, dated as of February
1, 1996 and amended and restated as of March 29, 1996
(Exhibit (10) (i) 3 to Form 10-K for 1996, File No. 1-1105).

Employee Benefits Agreement by and between AT&T Corp.
and Lucent Technologies Inc., dated as of February 1, 1996
and amended and restated as of March 29, 1996 (Exhibit
(10) (i) 4 to Form 10-K for 1996, File No. 1-1105).

Form of Employee Benefits Agreement, dated as of
November 20, 1996, between AT&T Corp. and NCR Corporation
(Exhibit (10) (i) 5 to Form 10-K for 1996, File No. 1-1105).

General Purchase Agreement between AT&T Corp. and
Lucent Technologies Inc., dated February 1, 1996 and amended
and restated as of March 29, 1996 (Exhibit (10) (ii) (B) 1 to
Form 10-K for 1996, File No. 1-1105).

Form of Volume Purchase Agreement, dated as of November 20,
1996, by and between AT&T Corp. and NCR Corporation (Exhibit
(10) (ii) (8) 2 to Form 10-K for 1996, File No. 1-1105).

AT&T Short Term Incentive Plan as amended March, 1994
(Exhibit (10) (iii) (A) 1 to Form 10-K for 1994, File
No. 1-1105).

AT&T 1987 Long Term Incentive Program as amended December
17, 1997.

AT&T Senior Management Individual Life Insurance Program as
amended March 3, 1998.

AT&T Senior Management Long Term Disability and Survivor
Protection Plan, as amended and restated effective January
1, 1995 (Exhibit (10) (iii) (A) 4 to Form 10-K for 1996,
File No. 1-1105).

AT&T Senior Management Financial Counseling Program dated
December 29, 1994 (Exhibit (10) (iii) (A) 5 to Fo~;n 10-K for
1994, File No. 1-1105).



(10) (iii) (A) 6

(10) (iii) (A)7

(10) (iii) {A)8

(10) (iii) (A) 9

(10) (iii) (A) 10

(10) (iii) (A)l1

(10) (iii) (A) 12

(10) (iii) (A) 13

(10) (iii) (A)14

(10) (iii) (A)15

(10) (iii) (A) 16

(10) (iii) (A)17

(10) (iii) (A) 18

(10) (iii) (A)19

10; (iii) (A)20

(10) (iii) (A)21

(10) (iii) (A) 22
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AT&T Deferred Compensation Plan for Non-Employee Directors,
as amended December 15, 1993 (Exhibit (10) (iii) (Al 6 to Form
10-K for 1993, File No. 1-1105).

The AT&T Directors Individual Life Insurance Program as
amended March 2, 1998.

AT&T Plan for Non-Employee Directors' Travel Accident
Insurance (Exhibit (10) (iii) (A)8 to Form 10-K for 1990,
File No. 1-1105).

AT&T Excess Benefit and Compensation Plan, as amended and
restated effective October 1, 1996 (Exhibit (10) (iii) (A) 9 to
Form 10-K for 1996, File No.1-lIDS) .

AT&T Non-Qualified Pension Plan, as amended and restated
January 1, 1995 (Exhibit (10) (iii) (A) 10 to Form 10-K for
1996, File No. 1-1105).

AT&T Senior Management Incentive Award Deferral Plan, as
amended December 17, 1997.

AT&T Mid-Career Hire Program revised effective
January 1, 1988 (Exhibit (10) (iii) (A) 4 to Form SE, dated
March 25, 1988, File No. 1-1105) including AT&T Mid-Career
Pension Plan, as amended and restated October 1, 1996,
(Exhibit (10) (iii) (A) 12 to Form 10-K for 1996,
File No. 1-1105).

AT&T 1997 Long Term Incentive Program as amended
December 17, 1997.

Form of Indemnification Contract for Officers and Directors
(Exhibit (10) (iii) (A)6 to'Form SE, dated March 25, 1987,
File No. 1-1105).

Pension Plan for AT&T Non-Employee Direc~ors revised
February 20, 1989 (Exhibit (10) (iiij (A) 15 to Form 10-K for
1993, File No. 1-1105).

AT&T Corp. Senior Management Basic Life Insurance Program,
as amended February 27, 1998.

Form of AT&T Benefits Protection Trust Agreement
(Exhibit (10) (iii) (A) 17 to Form SE, dated March 25, 1992,
File No. 1-1105).

AT&T Senior Officer Severance Plan effective
October 9, 1997, as amended October 30, 1997.

Form of Pension Agreement between AT&T Corp. and Frank Ianna
dated October 30, 1997.

Form of Pension Agreement between Al&T Corp. and Gail J.
McGovern dated October 30, 1997.

Form of Pension Agreement between AT&T Corp. and John C.
Petrillo dated October 30, 1997.

Form of Pension Agreement between AT&T Corp. and John Zeglis
dated May 7, 1997.



(10) (iii) (A) 23

(12)

(13)

(21 )

( 23)

(24)

(27 )
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Form of Employment Agreement between AT&T Corp. and
C. Michael Armstrong dated October 17, 1997.

Computation of Ratio of Earnings to Fixed Charges.

Specified portions (pages 25 through 56) of the Company's
Annual Report to Shareholders for the year ended December
31, 1997.

List of subsidiaries of AT&T.

Consent of Coopers & Lybrand L.L.P.

Powers of Attorney executed by officers and directors who
signed this report.

Financial Data Schedules.

AT&T will furnish, without charge, to a shareholder upon request a copy of
the annual report to shareholders and the proxy statement, portions of which
are incorporated herein by reference thereto. AT&T will furnish any o~her

exhibit at cost.

(b) Reports on Form 8-K:

During the fourth quarter 1997, Form 8-K dated October 20, 1997
was filed pursuant to Item 5 (Other Events) and Item 7 (Financial
Statements and Exhibits) on October 24, 1997, Form 8-K dated October
20, 1997 was filed pursuant to Item 5 (Other Events) on November 4,
1997 and Form 8-K dated December 18, 1997 was filed pursuant to Ite~

2 (Acquisition or Disposition of Assets) and Item 7 (Financial
Statements and Exhibits) on December 23, 1997.
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REPORT OF INDEPENDENT ACCOUNTANTS

To the Shareowners of AT&T Corp.:

Our report on the consolidated financial statements of AT&T Corp. and
subsidiaries has been incorporated by reference in this Form 10-K from page 39
of the 1997 Annual Report to the Shareowners of AT&T Corp. In connection with
our audits of such financial statements, we have also audited the related
consolidated financial statement schedule listed in the index on page l4 of
this Form 10-K.

In our opinion, the consolidated financial statement schedule refe~red to
above, when conside.red in relation to the basic financial statements taken as
a whole, presents fairly, in all material respects, the information reauired
to be included therein. .

COOPERS & LYBRAND L.L.P.

1301 Avenue of the Americas
New York, New York
January 26, 1998
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Schedule II--Sheet 1

AT&T CORP.
AND ITS CONSOLIDATED SUBSIDIARIES

SCHEDULE II--VALUATION AND QUALIFYING ACCOUNTS

(Millions of Dollars)

COL. A

Description

Year 1997

COL. B

Balance at
Beginning
of Period

COL. C

Charged to
Costs and
Expenses

COL. D

Deductions (a)

COL. E

Balance
at End
of Period

Allowances for doubtful accounts (b) ..... $ 994
Reserves related to business

restructuring, including force
and facility consolidation (c) $1,388

Deferred tax asset valuation allowance .. , $ 166

Year 1996

Allowances for doubtful accounts (b) ..... $ 832
Reserves related to business

restructuring, including force
and facility consolidation (c) $2,092

Deferred tax asset valuation allowance '" $ 129

The Notes on Sheet 2 are an integral part of this Schedule.

$1,957

$
$ 48

$1,938

$
$ 39

$1,925

$ 481
$ 2

$1,776

$ 704
$ 2

$1,026

$ 907
$ 212

$ 994

$1,388
$ 166
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Schedule II--Sheet 2

AT&T CORP.
AND ITS CONSOLIDATED SUBSIDIARIES

SCHEDULE II--VALUATION AND QUALIFYING ACCOUNTS
(Millions of Dollars)

COL. A

Description

Year 1995

COL. B

Balance at
Beginning
of Period

COL. C

Charged to
Costs and
Expenses

COL. D

Deductions (a)

COL. E

Balance
at End
of Period

Allowances for doubtful accounts (b) ..... S
Reserves related to business

restructuring, including force
and facility consolidation (c) $

Deferred tax asset valuation allowance $

611

699
36

$1,613

$1,712
$ 109

$1,392

$ 319
$ 16

$ 832

$2,092
$ 129

(a) Amounts written off as uncollectible, net of recoveries.
(b) Includes allowances for doubtful accounts on long-term receivables of $49

$52 and $35 in 1997, 1996 and 1995, respectively (included in long-term
receivables in the Consolidated Balance Sheets).

(c) Included primarily in other current liabilities and in other long-term
liabilities and deferred credits in the Consolidated Balance Sheets.
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SIGN.?:\.TURES

March 26, 1998

f

j

@ Printed on Tecycled poptT

March 26, 1998

Presiden:.:: and
Director

Chairman
of the Board and
Chief Executive
Officer

Vice President
and Controller

------------------------------

Maureen B. Tart

John Zeglis

C. Michael Armstrong

Kenneth T. Derr
M. Kathryn Eickhoff
Wal ter Y. Efisha
George M. C. Fisher
Donald V. rites
Ralph S. Larsen
Donald F. McHenry
Michael I. Sovern
Thomas H. Wyman

AT&T Corp.

Daniel E. Somers Senior Executive
Vice President and
Chief Financial
Officer

By: M. J. Wasser
Vice President - Law and Secretary

By tv1. J. Wasser
Principal Accounting Officer: (attorney-in-fact) *

Principal Executive Officers:

Pursuant to the requirements of Section 13 or 15(d) of the Securities
Exchange Act of 1934, the registrant has duly caused this report to be signed
or. its behalf by the undersigned, thereunto duly authorized.

Directors:

Principal Financial Officer:

Pursuant to the requirements of the Securities Exchange Act of 1934, this
report has been signed below by the following persons on behalf of the
registrant and/in the capacities and on the date indicated.



Signature

lsI J. BRUCE LLEWELLYN

J. Bruce Llewellyn

lsi JAMES O. ROBBINS

James O. Robbins

lsI JOHN R. ALCHIN

John R. Alchin

lsI C. B. ROGERS. JR.

C. B. Rogers. Jr.

Is/ LARRY E. ROMRELL

Larr~' E. Romrell

lsi BERNARD W, SCHOTrERS

Bernard W. Schotters

lsi LAWRENCE S. SMITH

La\HenCe S. Smith

lsi DAVID M, WOO[Wo,"

David ,1. W(H)(\l"lm

Director

Director

Director

Director

Director

Director

Director

DIf(~Cl()r

II-2

Title Date

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998



SIGNATURES

Pursuant to the requirements of Section 13 of the Securities Exchange Act of 1934, the Registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

TELEPORT COMMUNlCAnONS GROUP INC.

(Registrant)

March 6. 1998

Date

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998

March 6. 1998

Director

By: /s_I_R_o=-BE=-R:..:.T::.....::..A=-NNU~:...N_Z_I_A_T_A _

Robert Annunziata,
President and Chief Executive Officer

Dm:ctor

Director

Title

DJn:Clllr

Vice President and
Controller (Principal
Accounting Officer)

Senior Vice President and
Chief Financial Officer
(Principal Financial
Officer)

Chairman of the Board of
Directors, President and
Chief Executive Officer

II-I

Gt:rald W. Gaint:s

Brendan R. Clouslon

Robert Annunziata

Signature

.Jimm~ W. Hayt:s

John R. DiII"n

John A. Scarpati

'\laria Terram)\'a-E"ans

lsi JOH!\: R. DILL()~

/sl JI\l\l\ W. H-\YES

lsI JOHN A. SCARPATI

Is/ GERALD W. GAl:>!'''

lsI ROBERT ANNUNZIATA

/5/ BRE:'>iDAN R. CLOl'STO!"

15/ MARIA TERRANOV-\-EVANS

Date March 9, 1998



TELEPORT COMMUNICAnONS GROUP INC. AND SUBSIDIARIES

NOTES TO FINANCIAL STATEMENTS-<Continued)

YEARS ENDED DECEMBER 31, 1997, 1996 AND 1995

13. Selected Quarterly Information (Unaudited)

Summarized below is quarterly financial infonnation for the years ended December 31. 1997 and 1996 (in
thousands. except per share amounts):

1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
1997 Consolidated Consolidated Consolidated Consolidated Total

Revenues ................. $ 96.844 $115.664 $131,406 $150,390 $ 494.304
Net loss ............. , .... (45.028) (51.332) (53.784) (72.523) (222.667)
Loss per common share $ (0.28) $ (0.31 ) $ (0.33) $ (.42) $ (1.34)

1996 Combined Combined Consolidated Consolidated Total

Revenues ................. $ 50,435 $ 57.087 $ 72.749 $ 87.398 $ 267.669
Net loss .................. (18.693 ) 09.743) (33.705) (42.709) (114.850)
Loss per common share .... $ (0.25) $ (0.27) $ (0.21 ) $ (0.27) $ (1.00)

F-32



TELEPORT COMMUNICAnONS GROUP INC. AND SUBSIDIARIES

NOTES TO FINANCIAL STATEMENT5-(Continued)

YEARS ENDED DECEMBER 31,1997,1996 AND 1995

Common Stock. The complaint further alleges that the actions of the TCG directors, officers and Cable
Stockholders in connection with the AT&T Merger constitute a breach of various duties owed to the stockholders
ofTCG Class A Common Stock. The plaintiffs seek to enjoin the merger ofTCG and AT&T or, alternatively, to
rescind the transaction and/or recover damages and fees in the event that the transaction is consummated. The
complaint seeks to have the action certified for class action status and to appoint the plaintiff as the class
representative.

Plaintiffs' counsel in the above three putative stockholder class action proceedings have agreed (i) to defer
the Obligation of the defendants to answer the actions and (ii) to consolidate the actions by filing an amended
consolidated complaint. As of the end of February 1998. the amended consolidated complaint had not been filed.
The Company believes that these proceedings. individually and in the aggregate. are without merit and that any
associated costs will not have a material adverse effect on TCG's financial condition, results of operations or
cash flows..

In the ordinary course of business. TCG is involved in various litigation and regulatory matters. proceedings
and claims. In the opinion of TCG' s management. after consultation with counseL the outcome of such
proceedings will not have a materially adverse effect on TCG's financial position. results of operations or cash
flows.

12. Supplemental Disclosure of Cash Flow Information

Cash paid for interest and non-cash investing and financing activities for the years ended December 31.
1997. 1996 and 1995 were as follov,··s (in thousands)

Cash paid during the year for mterest ...

Fixed assets acquired under capital leases

Cnmpensation paid in stoCK .

RIghts-of-way obtained in exchange for cable Installation

Comersion of subordinated deb1 10 parents plLh ~k"Crucd

mterest .

]997 ]996 1995

5) 43.008 S 7.818 5) 8.675

5) 38.244 S \4.034 S15.151

S 4.772

S S 5) l.:BO

S 5263.602 S

S2LUl99 S

COD\'Crsion and stocK split of SI par "alue L'Oll1mO!1 stod, 10

! .N.250.370 shares of Cla" B Common S[oc'k .1' pan of the
TCG Reorganizatio!1

AcqUIsition of subsidiaries.

Cash Jcquired in acquisitions.
C0ll11l10!1 stocK issued ..

Cash paid to acquire subsidlanes .

r-31

s
S131.246 S

---
1.203

123.334

124.537

S 6.709 S

s



TELEPORT COMMUNICATIONS GROUP INC. AND SUBSIDIARIES

NOTES TO FINANCIAL STATEMENT8-(Continued)

YEARS ENDED DECEMBER 31,1997,1996 AND 1995

Revenue Sharing Agreements

Teleport Communications is subject to a revenue sharing agreement with The Port Authority of New York
and New Jersey (the "Port Authority"). Based on the agreement, Teleport Communications is obligated to pay
to the Port Authority 5% of its gross revenues. and may be required to pay a "net return rental fee." as defined.
to the extent its cumulative net return exceeds the entitlement amount. For the years ended December 3 L 1997,
1996 and 1995 the payments made were $300.000 in each year. Teleport Communications is required to remit to
the Port Authority a minimum payment currently equal to 5300,000 annually.

Teleport Communications entered into a 15-year franchise agreement with the City of New York during
1994, which among other things. requires a payment based on certain gross revenues. as defined in the
agreement. The franchise provides for the payment of 10% of certain gross revenues in 1995 and 1996. 6% in
1997 and 5% thereafter, all subject to certain setoffs, reductions and adjustments. The franchise also provides
that commencing with calendar year 1995. payment to the City will be no less than $200,000 per year. For the
years ended December 31. 1997. 1996 and 1995 the payments made to the City under the franchise were $1.1
million, $0.8 million and SO.3 million. respectively.

Litigation

In April 1997. a complaint seeking damages in an unspecified amount was filed against the Company in the
Circuit Court of Cook County. Illinois by two former customers of the Company and an alleged class purporting
to consist of investors in one of the customers. alleging fraud and breach of contract. The initial complaint was
dismissed in September 1997 and an amended complaint was refiled by the plaintiffs in October 1997. The
Company, upon consultation with counsel. believes that the allegations are without merit and that it possess
meritorious counterclaims for damages arising from breach of contract. The Company additionally believes that
any costs arising from this lawsuit will not have a material adverse effect on its financial condition, results of
operations or cash flows.

On December 16. 1997. prior to public announcement of the AT&T Merger, an action was filed by one
TCG public stockholder in the Delaware Court of Chancery against TCG. TCG's directors and the Cable
Stockholders. The plaintiff's complaint alleges that. based on public reports, TCG's directors. management and
controlling stockholders were negotiating the sale of TCG to AT&T on a preferential basis. This sale on a
preferential basis. the complaint alleges. would offer little or no premium over the current market price of TCG .
Class A Common Stock and IS therefore unfair and inadequate to TCG' s public stockholders. The plaintiff seeks
tl) ell!Oll1 the merger of TCG and AT&T or. alternat1\ely. to rescind the transaction and/or recover damages in
the e\'ent that the transaction is consummated The complaint seeks to have the action certitied for class action
status and to appoint the plaintiff as the class representative.

On January 12. 1998. an action was tiled h; 1\\(1 TCG public stockholders in the Debware Coun of
Chancery against TCG. certain TCG dIrectors and ofheel's. the Cable Stockholders and AT&T The complaint
al kl:!es that the exchange ratio in the AT&T Merger represents an inadequate premium for stockholders of TCG
Cl,IS' A Common Stock. The complaint further alleges that the actions of the TCG directors. officers and Cable
Stockholders in connection with the AT&T \1crc:er c'onstltute a breach of various tiduciary duties owed to the
stockholders of TCG Class A Common Stock The plall1tlffs seek 10 enjoin the merger of TCG and AT&T or.
allernati \e1y. to rescind the transaction and/or recoIn damages in the event that the transaction is consummated.
The complaint seeks to have the actIon certified lor class action status and to appoint the plaintiffs as the class
representali ves.

On January 2~. 1998. an action was filed by a TCG public stockholder in the Delaware Court of Chancery
against TCG. certain TCG directors and ofticers. :.md the Cable Stockholders. The complaint alleges that the
exchange ratio lD the AT&T Merger represents an ll1adequate premium for stockholders of TCG Class A

..
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A summary of such fixed commitments at December 31, 1997 is as follows (in thousands):

The following is a schedule. by year. of future minimum payments under the leases, together with the
present value of the net minimum payments as of December 31. 1997 (in thousands):

Amount

$38,218
12.545
4.860

844
534

4.130

61,131
8.312

$52,819

Amount

$ 34,079
32,286
29,986
27,908
25,723
65,814

$215,796

Years

1998 .
1999 .
2000 .
2001 .
2002 .
Thereafter . . . . . . . . . . . . . . . . . . . .

Total .

Years

1998 .
1999 " .
2000 .
2001 .
2002 .
Thereafter .

Total minimum lease payment, .
Less amount represent109 IOteresl .

Total obligations under capital leases .

Retention Incentive

TELEPORT COMMUNICAnONS GROUP INC. AND SUBSIDIARIES

NOTES TO FINANCIAL STATEMENTS--(Continued)

YEARS ENDED DECEMBER 31, 1997, 1996 AND 1995

certain scheduled increases and for possible escalation of basic rentals based on a change in the cost of living or
on other factors. TCG expects to enter into other contracts for additional franchise fees, office rents. node rents,
rights-of-way, facilities, equipment, and maintenance services in the future.

Rent expense under operating leases was approximately $31.4 million. $18.0 million and $11.8 million for
the years ended December 31, 1997, 1996 and 1995, respectively.

Capital Leases

Communications network includes assets acquired under capital leases of approximately $154.1 million and
$114.1 million (including approximately $111.6 million and $96.0 million with related parties) at December 31,
1997, and 1996. respectively. The related accumulated depreciation and amortization was approximately $18.9
million and $12.1 million. respectively.

As part of the AT&T Merger. TCG has offered a retention incentive compensation package to all employees
a, of January 8. 1998. These amounts are payable in four IOstallments. the closing date of the proposed AT&T
Merger. the tlrst anniversary of the closing date. the second anniversary of the closing date and thereafter to all
employees still employed a't TCG. Such a~mounts arc currently estimat~d at $14.4 million, $14.4 million, $10.4
million and $.8 million. respectively. There are no assurances that the AT&T Merger will be consummated.
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10. Related Party Transactions

In 1996 TCG entered into a preliminary agreement with TCI which provided for the provision of certain
services by TCG to TCI in connection with the development by TCI of residential telephony service offerings in
Hartford. Connecticut. San Francisco. California and Arlington Heights. Illinois and possibly other locations. TCI
has agreed to reimburse TCG for certain costs and cost of capital in connection with these services. TCG is also
in the process of negotiating a market based agreement for the provision of telephony services for TCI in multiple
dwelling units at various locations. TCI and TCG are continuing negotiations to reach a definitive agreement for
both offerings. At December 31, 1997 and 1996. the amounts due to TCG for this reimbursement were $1.0
million and $1.1 million. respectively. and are included in accounts receivable-related parties. TCG has entered
into an agreement with Comcast to support a Comcast residential service offering to be conducted in Maryland
and Florida.

TCG also provides management services to certain affiliates of Cox under three Operator Managed Ventures
Services Agreements. including billing services. network monitoring and accounts receivable functions. Under
the terms of the agreements. TCG retains 8/j( of the collected revenues from Cox customers as a royalty fee.
Royalty fees recorded from Cox were approximately $0.6 million. $0.3 million and $0.1 million for the years
ended December 31. 1997. 1996 and 1995. respectively. Included in accounts receivable-trade are
approximately $1.0 million and $0.4 million at December 31. 1997 and 1996, respectively. for amounts owed by
Cox customers. At December 31. 1997 and 1996. the amounts due to Cox affiliates under the agreements were
S1.7 million and S 1.1 million. respectively.

In 1997 and 1996. TCG purchased cable on behalf of certain of the Cable Stockholders. which it then sold
to them at cost. The amount receivable from the owners was $1.1 million and $1.5 million as of December 31,
1997 and 1996. respectively.

Sprint Spectrum. a partnership owned 60'!~ by TCI. Comcast and Cox. entered into preliminary agreements
l'r lettcr, of intcnt with a number of wholly-owned ,ub,idiarie, of TCG providing for the construction of special
tacilitic.' and the provision of scnice, to Sprint Spectrum by TCG. TCG and Sprint Spectrum have continued
thl' ,ervice relationship throughout 1997 The amount receivable from Sprint Spectrum at December J I. 1997
and 19%. respectively. was S I.r. millIon and StU million.

In connection with the man;lgement of the Local :Y1arket Partnerships. TCG entered into management
'enlce, agreements Under the tcrm' of ,uch agrccmcnh. TCG provided certain operating and administrative
,cn ICC' l\) ,uch entities. for v. hich It eamcd man;lgcllle'nt fcc, \lanagement fees earned were approximately $0.
"2 IX mill ion and 529.6 million In IlN""'. IYYr. anJ IYli'; rc'pcc[J vely. After July 2. 1996. such management fee
rn enuc I, no longer recorded bec;lU,e the prc\ IOU'" ullclln,olldated partnerships are now consolidated.

Relatcd to the acquisition of KCF~. TCG I' 11;lhk \(' fund thc operations until the closing. Such liability for
KCT~ a, of Deccmher ~ I. 1997 i, S2 < millilln \\hlch I" Included in accounts payable and accrued liabilities.
The' iJ;lhilit~ as-.,ociated with the acqul,itl(ln ot KeF'\ 'll ,lpproximately $55 million i, included in accounts
r~l~ ahle and accrued liahilitles

II. ('ommitments and Contingencit,s

()/)('I({II/1!.! LC({.lc.I

lnJer the term, of contract' \\ Ith \ anou, partlc,. TCG 1, obligated to pay franchise fees. office rents. node
renh and nghh-of-way fee, in connection with ih fiber optic network through 2022. These contracts provide for

F-28
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.\ rl'c'llIKiliation of the staWtol'\ federal JT1L'OIllL' 1.1\ rdtl' ,mu TCG's effective income tax r:.lte is as follows:

III 19Y7. 199fJ alld 1995. the net incoml? tax hl?lll?tits of approximately $f\1.9 million. $29.fJ million alld 5109
millioll. rl?spectl\ dy. ha\'e heen offset hy incre:.lses In thl' \'aluation allowance of SS l.Y million. 52Y.fJ million
;lTld "I ()C) million. rl?spectively. due to thl? uncerl~lillt\ of realizing the beneht of the loss carry-forwards.

1997 1996

$ 73.868 $ 43.071

553

74.421 43.072

(192.433 ) (81,578)
(2.403) (2.361 )
(3.575) (3.368)
(6.434) (4.579)

(142) ( 138)

(248)

(205.235) (92.024)

Dun 4Y.874

03.457) (42.150)

$ %4 5 922

1997 19'16 1995

35.00clc 35.00';( 35.001((
0.75 2.3fJ UO

(30.04) (3I.S0) (,D.30)
(4.%) (3.201 ( 1.70)

0.751(( 2.36()(- 1.307c
-- --

SUlUtmy feul?ral income t:.lX r:.lte .
SI;lle and locd taxes. less feueral hl?netil
l'nutllllL'd ta\ heneht due to net opna!lng 1m, ,
Pcrm,lllenl differences and other

Effectl\c rate

Total deferred tax assets .

Dl?ferred inCOllll? taxes payable-net ....

certain employee whose minimum annual bonus is 50% of base salary. Each executive is entitled to these

severance benefits for at least six months following such termination, except for a certain employee whose

minimum entitlement period is 30 months.

Less: valuation allowance

Deferred income tax assets:
Operating loss , .
Deferred revenue .
Assets recorded for tax purposes . . . . . . .. . .
Incentive compensation. . . . . . . . . . . . . . . .. . , .
Equity in losses of unconsolidated subsidiaries , .
Other. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Deferred income tax liabilities:
Depreciation, amortization and excess credits .
Other .

TELEPORT COMMUNICATIONS GROUP INC. AND SUBSIDIARIES

NOTES TO FINANCIAL STATEMENTS-(Continued)

YEARS ENDED DECEMBER 31,1997,1996 AND 1995

9. Income Taxes

There are no current income taxes payable based on TCG' s operating loss. The current state and local tax
expense are based on factors other than income. The following temporary differences compose the net deferred
income tax payable (in thousands):

At Decemher 31. 1997. TCG had operat Illg loss carry -forwards for federal income tax purposes of
~lppnl\lmatcly 5523.0 million. expiring pnnClp;dh III :2()()~ through 2013. Approximately 549.0 million of the
net operatmg loss carryforwards arc carryo\ers rel~ltl'L1 to the ;Il'ljuisitions of BizTel and ETC The net operating
losses rclateu to the,e acquisitions \x ill he suh.leCI to x ,tr!ous IIJllltations .
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Company's common stock in which to monitor stock price volatility. Had TCG adopted SFAS No. 123. net loss
and loss per share would have increased as indicated below (in thousands. except share amounts):

1997 1996 1995

Net loss-as reported ......................... $ (222.667) $ (114.850) $ (53.804)

Net loss-pro fonna .......................... $ (225.625) $ (116.398) $ (53.929)

Loss per share-as reported .................... $ (1.34) $ (l.oo) $ (0.77)

Loss per share-pro fonna ..................... $ (1.36) $ (1.02) $ (0.77)

Weighted average number of shares outstanding ... 165.728.059 114.443.695 70.000.140

Valuation AssumptiollS-The fair value of options at the date of grant was established using the Black
Scholes model with the following weighted average input assumptions:

Annual
Expected Exercise Stock Price Risk Free Div. Forfeiture

Life Price at Grant Volatilit~· Int. Rate Yield Rate

1990 Employee Stock Purchase Plan Grants .. 1.00 $13.60 $16.00 25.0% 5.819c 09c 4.89%

19')5. 19')n and 1')97 Stock Option Grants .. 5.00 to $1422 to $14.22 to 0.19r to 5.809r to OCk 09r to
7.00 $46.98 546.98 26.4% 6.7J'k 5.00%

The following table summarizes infonnation concerning the remaining options outstanding as of December
31. 1997 for the 1997. 1996 and 1995 option grants and the 1997 Employee Stock Purchase Plan:

Options Outstanding

Number of
Shares

Exercisable

Range of
Exercise

Prices

,""umber of
Shares

Outstanding

Weighted Avg.
Remaining

Contractual
Life

\"eighted
Average
Exercise

Prices

Options Exercisable

Weighted
Average
Exercise
Prices

I """. I"lin anJ Iqq? Stock Option Granh and
1"l)- Emplmee Stock Purch,,,c Plan $14221n

$SS02
4.011.154 S.OO to

700
514.22 to

$46.98
2.313 $14.22

r/llfl/(l\'/Il/'/Il Agreell1/'I1t.\-TCG has emp]pyment a)!reements with certain of its executive officers and senior
mana~crncnt personnel. These a~reerncnts arc effect i\l' through dates ending from June 30. 1998 to December
:; 1. 2()()(). unless ternlinated earlter hy the executt\c (lr TCG. and provide for annual salaries. cost-of-Iiving
adlu-..tments. additional compensatipn in the foml of honuses based on the perfonnance of TCG and the
exl.'Cutl\C. and participation in the \'arious henefit pl:1Os of TCG. The agreements contain certain benefits to the
exL'c'ull\'e if TCG terminates the executive', employment without cause or if the executive terminates his
l.'rnp!o\ment as a result of change in ownershtp of TCG The salary and bonus expense related to these
clllplo\rnl.'nt agreements for the years ended Dl.'cl.'mher' I 1997. 1996 and 1995 approximated 53.6 million. 52.9
mill/on and 52.l miJlion. respectively. TCG'\ remalnmg aggregate commitments for salaries under such
a!!rL'c'IlJCllb is approximatcl: S·+l) million. The L'Ommitments for bonuses under these agreements IS

apPw\llllately S, 1.4 million

In the l.'\ cnt TCG terminate" thl.' executive without cause or the executive tenninates his/her employment as
a re,ult (If ;1 change in control. the agreements prO\ldl.' for continued vesting in deferred compensation and long
teml mccntllc ;I\\ards as well a, the p:lyment of a hase salary for each executive plus an annual bonus for the
duration of thL' agreement. The annual bonus is an am(lunt not less than 30% of such base salary. except for a
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The following table provides additional information concerning the 1996 and 1997 Employee Stock

Purchase Plans:

Exercise Price

$
13.60
13.60

13.60

$ 13.60

35.54
13.60-35.54

l3.60

$

745.000
(623.894) 623.894

41.001 (41.001)

162.107 582.893
1.500.000
(109.975) 109.975

(609.651 )
83.217 183.217)

1.635.349

Available for
Grant Outstanding

Srock-Bilsed CO/llpensariol1-ln October 1995. the FASB issued SFAS No. 123. "Accounting for Stock
Ra,eo C(lmpensation" which encourages but doe' not require companies to record compensation cost for stock
ha,eo ~'()mpensatllln plans at fair \alue.

Balance. January I. 1996 .
Authorized .
Granted " .
Exercised .
Forfeited .

Balance. December 31. 1996 .
Authorized .
Granted .
Exercised .
Forfelted .

Balance. December 31. 1997 .

TELEPORT COMMUNICATIONS GROUP INC. AND SUBSIDIARIES'
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YEARS ENDED DECEMBER 31,1997,1996 AND 1995

employee was given an option to purchase a number of shares of Class A Common Stock up to 10% of such
employee's compensation plus bonus paid for the calendar year preceding the year the option is awarded, divided
by the purchase price per share under the option. No employee can receive options for more than $25,000 worth
of shares in any calendar year. The purchase price for one share of Class A Common Stock is 15% below the
initial offering price of $16, or $13.60. The Board of Directors has authorized the issuance of 745,000 shares
under the 1996 Stock Purchase Plan. The options expired on June 27.1997. Options related to 584.686 shares of

Class A Common Stock were exercised.

The expense recorded in each of the years ended December 31. 1997 and 1996 related to the options issued

was approximately $0.7 million.

The Company utilIZed the Black-Scholes option pnclllg model to estimate the fair value at the date of grant
of optHH1' ~ranted dunn~ Il)1l7. !1ll)6 and 11l9'; Under the Black-Scholes model. the volatility factor ranged from
~:'i.()'; to 26.--l(; \\ ~l' u'ed for (lptions ~ranted on or after the date of the 1996 Offerings and the minimum value
method \\a, used lor option, ~ranted prior to the date of the !1l96 Offerings. as if there was no market for the

TCG has chosen to continue to accounr for swck-based compensation using the intrinsic value method
pre,crihed In Accountmg Principles Board OpmlOn ( .. APB") No. 25 "Accounting for Stock Issued to
CmpIO\Te,." and lts related interpretations. Accordlngl~ no compensation expense has been recorded for its
,tol'\-, awards and employee stock purchase plans. but rather. the Company has determined the pro fonna net loss
ano net lo,s per share amounrs for 1997. 1996 and Il}ll';. as if compensation expense had been recorded for
optHHl' granted L1unng those years under the fair \alue method described in SFAS No. 123. Compensation cost
l(lr ,toe\-.. option, j, measured as the excess. if an~. of the quoted market price of the Company's stock at the
date (lJ thc grant 0\ er the amount an employee must 1);1\ III acquire the stock. Compensation cosl for slOCK
appreCialion righh and performance eyuity lllllh I' reu)rd~'d yuanerly based on the quoted market price of TCG's
'[(leI-.. ~It the end of the penod



F::?4

The following table provides additional information concerning the SOP:

Tdc/hll"( CO/lIlII 1111 lC(i/1O I1.1 GrollP Illc EmplOli'C 'l((}e/.. PlIrchase Plan (1996)-TCG adopted the Teleport
('ommunlc3tion, Group Inc. Employee Stock Purchase Plan (the "1996 Stock Purchase Plan"). effective June
]7. J lJ90 The JlJ96 Stock Purchase Plan I' administered by the Committee. Each eligible

-

Shares of Common Stock

Available for
Grant Outstanding Exercise Price

2.888.046 2.495.304 $ 6.90-10.39

(285,096) 285.096 14.22
(27,115) 6.90

215.225 (215,225) 6.90-14.22

2.818,175 2.538.060 $ 6.90-14.22
5,547.683

(2.003.462) 2.003,462 17.46-21.60
(55,355) 6.90

173.443 (173.443) 6.90-21.60

6.535.839 4.312.724 $ 6.90-21.60

(1.935.068) 1.935.068 24.48-55.02
(285.332) 6.90-10.39

155.944 ( 155.944) 6.90-49.00

4.756.715 5.806.516 $ 6.90-55.02

Balance. January 1. 1995 : .
Authorized .
Granted .
Exercised " .
Forfeited .

Balance. December 31. 1995 .
Authorized .
Granted .
Exercised .
Forfeited .

Balance. December 31. 1996 .
Authorized .
Granted .
Exercised .
Forfeited .

Balance. December 31. 1997 .
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of the Compensation Committee, which has made long-term incentive compensation awards in the form of non
qualified and incentive stock options to eligible employees. Stock options were granted with exercise prices at or
above the fair market value of the shares on the date of grant, and no compensation expense has been recognized
in connection with the options. The Compensation Committee may permit the exercise price to be paid in cash.
through delivery of other shares of Class A Common Stock. by delivering irrevocable instructions to a financial
institution to deliver promptly to TCG the portion of sale or loan proceeds sufficient to pay the exercise price. or
through an election to have shares withheld from the shares otherwise to be received by the option holder.

Tdl.'!){)rr COl1ll1lullicatio/lS Group IIlc, EmpIO\'('{' S(ock Purchase Plan (1997)-TCG adopted the Teleport
Communications Group Inc. Employee Stock Purchase Plan (the "1997 Stock Purchase Plan"). effective July 1.
1997 The 19S>7 Stock Purchase Plan l~ admmislert'd hy the Compensation Committee of the Board of Directors
I the' 'Committee" l. As of the fir~l day of each calend3r quarter each eligible employee will be granted the option
III purcha~e a, (If the last day of c3ch calendar quarter. .( numher of shares determined under a uniform formula
,peClneJ hy the Committee. Each eligible employee wa, gi\en an option to purchase the number of shares equal
t(\ f()<;, of such employee' s compensation plu~ bonu~ paId In that calendar quarter. dIvided by the purchase price
per ,hare unJer the option. No employee C31l reCCl\ e (\ptllln, for more than $15.000 worth of shares in any
caknJ3r year. The purchase price for one ~hare Dr Cia" A Common Stock is I5'7c below the average closing
price of the l3~t ten trading days of the calendar quarter The Committee authorized the issuance of 1.500.000
~h3re, of Clas~ A Common Stock under the 1997 Stoc]... Purchase Plan. The expense recorded for the year ended
December 31. 1S>S>7 related lO options I~sued wa~ approXImately SO.3 million.
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The following table provides additional information concerning the Unit Appreciation Plan awards:

Number of
Number Number Units Number Number
of Units of Units Value of Outstanding of Units Value of Units

Outstanding Vested Units at Vested ofllnits Outstanding
Initial at at Vested at December at Vested at at

Year of Number December 31, December 31, December 31, 31, December 31. December 31, December 31,
Award of Units 1997 1997 1997 1996 1996 1996 1995

1993 ...... 36.000 5,300 5.300 $369.410 5.300 4.240 $ 295.528 23.700
1992 ...... 170.850 63.250 63.250 7.695.373 139.200

Total .... 206.850 5.300 5.300 $369.410 68.550 67.490 $7.990.901 162.900
-- -- --- -- --

Teleport Communications Group Inc. 1996 Equity Incentive Plan-TCG established the Teleport
Communications Group Inc. 1996 Equity Incentive Plan (the "Equity Incentive Plan") effective June 27.1996.
to provide opportunities for certain employees of TCG to participate in the appreciation in the value of TCG
after the initial public offering. The Board of Direc10rs authorized the issuance of up to 637,792 shares of Class

A Common Stock under the Equity Incentive Plan. The Equity Incentive Plan is administered by the
Compensation Committee which has full and discretionary power to award shares under the Equity Incentive
Plan.

Under the Equity Incentive Plan. each employee who had an award under the 1992 UAP or the 1993 UAP,
whether or not the employee had elected to defer receipt of the payment of benefits thereunder and who is

employed by TCG as of June 27. 1996. had the nght to waive hislher interest in all or any portion of the
employee's benefit in the 1992 UAP or the 1993 l'AP. In exchange therefore. the employee was granted a
number of shares under the Equity Incentive Plan equal to the value of the portion of the employee' s benefit
waived (determined as of June 27. 1996) multiplied by 120'/( and divided by the initial public offeling price per
share of Class A Common Stock 1\0 employee could rel'ei\l' more than 54.000 shares under the Equi1y Incentiw
Plan. and a certain employec was not ehgible to partICIpate. One share under the Equity Incentive Plan is
cLjull'alent in value to one sharc of Cb,s A Cl)ll1Jl1nn Stnd... Thus. the I'alue of the benefit payable under the

Equity Incentive Plan will tluctuate In accordance" ith the fair mark.et value of the Class A ComJl1on Slock

Shares under the Equity Incentil e Plan granted in nchange for 1992 UAP benefits are subject to a two-year
ICQll1g schedule. \11th 7OC:( of the share, becoming lesled d' of.lune 27 .1997 and the remaining 30'/( becoming
I ested as of the June 27. 1998. Shares f'ranted in exchdnge fur the 1993 UAP benefits are subject to a three-year
I e"llng schedule. with 70c;; of the shares becomlllg I e,ted dS of Junc 27. 1998 and the remaining 3CFi; becoming
I ested as of June 27. 1999. A partlcl[Jdnt shall becollJe I(lW., lested in his/her shares in the elent of death. total
dIsability ur a change in control. [n the elent d Pdrllclp.lIlt·, ernpillyment is terminated for cause. his/her interest
III e.lch :lnd elery share awarded under the b.JUII: Incc'rllil c' Pbn shall be forfeited.

Sh:lre, under the Equity Incentil e Plan \\ ill be p.ud to .1 partiCipant either in one lump sum cash payment m
In ,h;lrl" of Cbs, A Common Stod,. a' determined dl thl' dl'netion of the Compensation Committee. on the
[J;lyml'nt d:ltc elected by the partll'lpant at thl' lime' he,hl' c'k,I' 10 participate in the Equity Incellliw Plan In
general. the payment dale elected ma: he the last bU'llle" d:ly or any calendar quarter during the period
,'c)mmenl'lng June .<0, 1998 and endmg JUlle'U. 2UO I

\t [kl'emher <I. 1997 dnd I99f1. respectl\eil. 4()lJ.l!S' and 421.233 shares were outstanding under the
EquIt\ Illccntile PLIIl.

T"!£por! lO//I//IIIIIICiIl((}//1 Grollf) 111(. Sro(~ Ufll/Oll PlulI-TCG established the Teleport Communications
Group Stod... OptlUn Pbn I the" SOP" ) elfectI IC September 26. 1993. The SOP is administered at the discretion
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to the Company from its sale of shares pursuant to the 1997 Equity Offering were approximately $317.4 million,
after deducting the underwriting discount and expenses of approximately $11.3 million.

8. Employee Benefit Plans

Teleport Communications Group Retirement Savings Plan-TCG has a Retirement Savings Plan (the
"Plan") with a retirement savings component covering substantially all eligible employees of TCG with one or
more years of service and a 401 (k) savings component covering substantially all eligible employees of TCG.
Under the retirement component of the Plan, TCG contributes an amount based on years of sen'ice and annual
eligible compensation. Under the 401(k) component of the Plan, participants may make pre-tax contributions and
TCG matches 50% of the first 6% of annual eligible compensation to a maximum company contribution of
$1,500 per employee for employees with more than one year of service. Participants with less than one year of
service may make pre-tax contributions without a company match.

Effective November 1. 1996. the Plan offers TCG's Class A Common Stock as an investment option. The
Plan purchases shares on the open market. As of December 31. 1997 and 1996, respectively, 113,553 and 36,186
shares. with a total market value of $6.2 million and $1.1 million. had been purchased under the Plan.

In 1997. 1996 and 1995. TCG made matching contributions of $1.5 million, $1.1 million. and $0.7 million,
respectively. as required by the 401(k) component and $2.2 million. $1.4 million, and $1.0 million, respectively.
under the retirement component of the plan.

rCG has established a non-qualified. funded. deferred compensation Make-Up Plan of Teleport
Communications Group Inc. (the "Make-Up Plan") for the Teleport Communications Group Inc. Retirement
Savings Plan. The purpose of the Make-Up Plan is to provide certain eligible participants benefits which would
have been payable under the Retirement Savings Plan. but were limited by the maximum company match of
5 1.500. as well as compensation limits set forth by the IRS. Expenses incurred in connection with the Make-Up
Plan were approximately 50.9 million in 1997 and were insignificant in 1996 and 1995.

Teleporr Cmlllllunirations Group Unit Appreciation Plan-TCG has established the Teleport
Communication' Group Unit Appreciation Plan (the "UAP") for 1992 and 1993. During the years ended
December 31. 1993 and 1992. TCG made awards of deferred compensation in the form of units (the "Units").
pur,uant to the UAP. to certain eligible employees of TCG. Benefits under the UAP are equal to the value of the
Units on the date the employee terminates employment or is fully vested in the Units. less the initial base price
of the Units. The initial base price of each L~nit a, of January I. 1993 and 1992 was $34.85 and $30.00.
rl'spl'etl\C!:-. Each Unit is equal to X.4 shares of Clas' A Common Stock. Except for awards to a certain
emplovce. the appreciation of any Cnit i, limited to 20W;- of the initial base price. Pursuant to an employee's
employment agreement. there is no limit on the appreciation he may receive under the 1992 UAPs. Awards under
the L':\P are subject to a five-year vcsting schedule. pursuant to which the Units granted were 60o/c vested as of
Decemher 31. 199<; and December 31. 1994. rcspectl \el\. and fully vested no later than December 31. 1997 and
Deccmber 31. IlI%. respectivel:-. subject to certam nceptions provided therein. The 1992 UAPs were fully
\ cs[ed December 31. 1996 and were paid earl:- In J lIlii. In connection with the UAP. TeG recognized
l'<Jnlpensation expense of $ 15 thousand. S1.4 million and 52.5 million for the years ended December 31. 1997.
11196 and 1995. re'pectively. In January 1996. TCG adopted a plan which permits the awards under the UAP to
he deterred in \\ho!e or in part at the election of the participants for periods of up to five years or. with the
Admmislratl\l' Committee' s consent. until termination of employment.
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Cable Stockholders Loan Agreement

TCa had a loan agreement with the Cable Stockholders aggregating $349.6 million ($269.0 million
outstanding at December 31, 1995). Borrowings bore interest at 75 basis points above the one-month London
Interbank Offered Rate ("LIBOR"). Total interest expense for this loan was $0, $8.4 million and $17.6 million
for the years ended December 31, 1997. 1996 and 1995, respectively.

ETC Fadlit)'

In the acquisition of ETC, TCa assumed ETCs credit facility which was entered into in October 1995 with
CoreStates Bank, N.A. and certain other lenders (the "ETC Facility"). The ETC Facility is a $60.0 million credit
facility. The ETC Facility provides for interest based upon either the base rate, or LIBOR, adjusted as defined in
the ETC Facility (7.4375% at December 31, 1997), which is payable quarterly. The balance outstanding is due
on September 30, 1998. Borrowings under the ETC Facility are collateralized by substantially all of the assets
and outstanding common stock of TCa Delaware Valley. Inc. In addition, the ETC Facility contains certain
restrictive covenants which, among other things, require TCa Delaware Valley to maintain certain debt service
coverage ratios and limit the payment of dividends and capital expenditures. TCa is currently in compliance
with terms of these covenants, In addition, TCa Delaware Valley is required to pay .375% per year on the
available portion of the ETC Facility, The total outstanding balance at December 31, 1997. was $52.6 million.

7. Stockholders' Equity

/997 Equity Offering

Continental acquired its interest in TCa in May 1993. On November 15, 1996, Continental was acquired
by U S WEST. In connection with such acquisition. on November 5, 1996, the U.S. Department of Justice
announced. and on February 28. 1997. a final judgment was entered (the . 'Final Judgment") with respect to a
settlement with C S WEST and Continental pursuant to which Continental was required to reduce its ownership
in TCa bdO\\ IOc;;- by June 30. 1997. and was required to eliminate such ownership entirely by December 3 I.
IlJ4X. On February 19. 1997. pursuant to the Amended and Restated Stockholders' Agreement dated June 26,
1446. between TCa and the Cable Stockholders (the .. Amended Stockholders' Agreement" J. Continental
coO\erted ·U)OO.OOO shares of Class 8 Common Stock into .+.000.000 shares of Class A Common Stock and. in
accordanL'e with the proyisions of Rule 1.+.+ promulgated by the Commission under the Securities Act. transferred
the,e ,hare.. to one or more third parties, Thereafter. Continental converted an additional '+.500.000 shares of
Cia" B Common Stock. pursuant to the Amended Stockholders' Agreement. and in accordance with the
pro\ 1.. lon, of Rule 1.+.+ transferred 3.8'+0.000 of .. uch ,hare, to one or more third panies,

Tca Ii led a registration statement for a publIc offenn.!:' (the "1997 Equity Offering" ) of 17.250.000 shares
oj Cia" :\ Common Stock on October 10. 1997. and thl' J 997 Offering was consummated on November 13.
Il)lr Of the: 17.250.000 share... 7.30.+.-+m; \\e:re ofkred b~ thl' Company and 9.9'+5.592 shares were offered by
C('ntlnent~d The Company did not receiyl' an~ proL'l'clb tn1l1) the sale of shares by Continental. The nct proceeds
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The commitment will be reduced in equal quarterly installments according to the following schedule:

The Revolving Credit Agreement contains variom covenants and conditions. including restnctlons on
additional indebtedness. maintenance of cenain financial ratios and limitations on capital expenditures. TCG is
currently in compliance with the terms of these covenants. None of these covenants negatively impact TCG's
liquidity or capital resources at this time.

AlDOUDt

(in millions)

$ 12.5
35.0
55.0
70.0
90.0

100.0
37.5

$400.0

Year

2000 .
2001 .
2002 .
2003 .
2004 .
2005 .
2006 .

In December 1995, the capital stock of the wholly-owned Restricted Subsidiaries of TCG was transferred.
subject to the pledge. to TCG New York, Inc.. a wholly-owned subsidiary of TCG. TCG New York, Inc. assumed
all obligations under the Revolving Credit Agreement as of the date of transfer. TCG New York, Inc. is permitted
under the terms of the Revolving Credit Agreement to advance funds to TCG. When made, such advances are to
be evidenced by notes from TCG to TCG New York. Inc. which will be pledged as collateral under the
Revolving Credit Agreement.

The shares of capital stock owned by TCG in certain of the wholly-owned subsidiaries of TCG (TC New
York Holdings 1, Inc., TC New York Holdings II, Inc., TCG Payphones, Inc., and TC Systems, Inc., collectively
the "Restricted Subsidiaries") were and remain pledged as collateral to secure loans pursuant to, and may not
be pledged to any other party under the terms of, the Revolving Credit Agreement.

· TELEPORT COMMUNICATIONS GROUP INC. AND SUBSIDIARIES

NOTES TO FINANCIAL STATEMENTS-(Continued)

YEARS ENDED DECEMBER 31, 1997, 1996 AND 1995

In 1995. TCG entered into interest rate swap agreements to mitigate the impact of changes in interest rates
on its long-term bank debt. TCG had no interest rate swaps with commercial banks at December 31. 1997 and
1996. The average fixed interest rate was 5.93o/c in 1995 These agreements effectively fixed TCG's interest rate
exposure on various LIBOR based floating rate notes (which ranged from 5.87% to 5.94%). During July 1996.
TCG repaid $250 million of bank mdebtedness WIth the proceeds of the 1996 Offerings. Due to this repayment.
TCG is not currently required under its Revolving Credit Agreement to enter into interest rate swap
arrangements. Accordingly. during 1996. TCG term mated four interest rate swap arrangements which were due
to mature in 1997. for a gain of approximately Sl.5 million.

Tel Suhordinated Note

In connection with the 1996 Offerings. the Cable Stockholders contributed to TCG $269.0 million aggregate
prinCIpal amount of indebtedness. plus accrued interest from May 1995. except that TCI retained a $26 million
subordinated note of TCG. in exchange for Class B Common Stock issued to the Cable Stockholders. The loan
agreement was terminated in connection WIth the TCG Reorganization. Interest and principal on the TCI
SubordInated :'\ote were payable in 200 I. The TCI Subordinated note was repaid on December 31. 1997 at a
discounted value of approXimately S25.1 millIon


